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INTERNAL CHECK AND CONTROL
By MARGARET B. OVERBY, Richmond, Virginia
3. To see that cash, securities, merchan
dise, equipment, etc., are safeguarded
against theft or misappropriation.
4. To see that adequate insurance is pro
vided against the contingencies of
destruction of physical property, im
pairment of titles, or claims for per
sonal liability.
Since fraud and error are the principal
causes for the failure to meet these require
ments, internal control is concerned with
their prevention, and, where the safeguards
have proved ineffective, their detection and
correction. This corrective action involves
not only correction of the immediate error
or fraud, but more importantly, the correc
tion of the unsatisfactory situation which
has allowed it to happen.
There is some disagreement as to which
of these dangers—fraud or error—is the
more important. The danger of fraud should
never be ignored, and the temptations af
forded by faulty internal control should be
realized; however, in the general run of
business, error is the much more prevalent
danger.

The chief development of the idea of in
ternal check and control has taken place
within the twentieth century.
In The Philosophy of Accounts, by Charles
E. Sprague, one of the earliest publica
tions on accounting, internal control is rec
ognized, but is chiefly thought of in terms
of procedures which will enable the indi
vidual to guard against mistakes, or to dis
cover any which had been made.
When the first release was made by the
Federal Reserve Board in April, 1917 rela
tive to suggestions of the procedure in a
Balance Sheet Audit, one reference only in
the closing pages was made to internal
check although its relation to the nature
of the audit program was indicated. The
revision in 1929 published under the title
Verification of Financial Statements retains
the 1917 reference in essentially the same
form, but, in addition gives immediate at
tention to it in paragraph #1.
In January, 1936 a new revision of the
Federal Reserve Board bulletin was pre
pared and printed by the American Institute
of Accountants and this bulletin gives still
further attention and emphasis to the im
portance of internal check and control and
its relation to the scope of the audit pro
gram. The special bulletin, “Extension of
Auditing Procedures,” (issued by the Amer
ican Institute of Accountants in 1939)
similarly expresses the public accountant’s
interest in, and reliance on, internal check
and control.1
This rapid development over a relatively
short period is understandable when one
considers the great increase in complexity
of business organization, record keeping,
and reports which has been made within
this time.

Need for Internal Control
Types of fraud
Most of the possibilities of fraud occur
in the handling of cash and its equivalent.
Cash itself is so attractive to the would-be
embezzler because it is ready for use with
out the need for conversion to any other
medium. For this reason the protection of
cash is of primary importance.
The simplest form of fraud is the theft
of receipts before any record has been made
Definition and Purpose
of them. This is usually combined with the
Internal check and control has been de practice of lapping—the use of current re
fined as that “general group of routines, ceipts to cover previous thefts.
procedures, and records which are designed
A little more complicated is the misappro
to lend a high degree of reliability to the priation of funds with incorrectly stated
financial statements”2, and its principal records Or with falsification of existing rec
objective, that of providing “assurance that ords. For example, if a customer fails to
actions taken are those the management take a cash discount, the person receiving
Wishes, and that other actions are immedi the remittance may pocket the amount of
ately discovered.”2
the discount and deposit the discounted
It is concerned with meeting the follow amount.
ing requirements of business:
Cash may also be fraudulently secured
1. To see that the company receives all through the presentation of false petty cash
revenues due it.
vouchers or through the increase of the
2. To see that the company makes no amount shown on legitimate ones. If paid
petty cash vouchers are not properly pro
payments it should not.
4

tected, they can be used for a second pay
ment through the changing of the date to
make them appear to cover current transac
tions. Cash itself may be abstracted from
the petty cash fund if there is access to
the records so that the necessary covering
corrections can be made.
Checks can be received for false vouchers
or a second use of legitimate vouchers; the
amount of a check can be increased; or
checks, themselves, can be forged. These
tactics usually require collusion on the part
of an outsider to get the checks cashed. For
complete success, there must be access to
the bank statement and cancelled checks so
that fraudulent checks can be corrected or
destroyed. The cancelled checks can also be
used to cover overstatements of expenses
which have been entered on the books to
cover shortages in funds.
Sometimes the fraud is accomplished by
the cashing of unclaimed dividend or payroll
checks, and in this also, collusion on the
outside is usually necessary.
Sometimes a shortage is covered by the
transfer of funds from one bank account
to another with the omission of the entry
to the first account.
Next to cash, inventories are the most
vulnerable, especially if they are transport
able and readily disposable. The use of the
perpetual inventory procedure provides the
most effective control in this area.
Supplies are also a potential temptation,
although usually not important from a
monetary value.

posit slips, or when the entries in a sub
sidiary customer’s ledger are checked
against statements made up from the in
voices and remittance notices.
Often there is no independent check avail
able and the original steps must be retraced.
When this is necessary, it is wise to have a
different individual do this. A figure once
misread often is misread on the second, or
even the third, round.
Looking for mistakes, whatever the
method, is a tiresome, and very often a
frustrating, affair. However, it is absolutely
necessary, and it is an important function
of internal control to see that all errors are
traced to their source, and that all correc
tions are made to the point of discovery.
Principles of Internal Control
The cardinal principles of internal check
and control are:
1. No one person in complete control of
a transaction
2. Separation of operations and account
ing
3.
Full utilization of control methods
4. Responsibilities fixed to as great an
extent as possible.
The division of duties takes first consider
ation. No one person or related group of
persons should be allowed to carry through
a complete transaction. Those performing
the operations should not develop the rec
ords which establish accountability. Where
controls are established, it is well to have
the detailed records verified by an inde
pendent party. This both broadens the field
of collusion necessary for successful fraud,
and brings a fresh and unprejudiced mind
into the translation. This is particularly im
portant in the use for control purposes of
those “outside yardsticks of internal per
formance”2 such as bank statements and
customer complaints.
More important than the separation of
routines, is the separation of the functions
of approval and of action. It is a standard
of good control, that those with the au
thority to approve transactions are not
those who will benefit most directly from
their results.
The fixing of responsibility enables un
favorable circumstances to be traced to
their source and the proper corrective action
to be taken. This is of major importance in
the transfer of cash both within the or
ganization and to outsiders.
In setting up the procedures for internal
control, attention should be paid to making
them as simple as possible, taking into
account the level of ability of those who will
be expected to carry them out.

Types of errors
Errors can arise from so many sources
and in so many ways; from “just plain
mistakes, bad judgment, over-optimism, or
an ignorance of accepted accounting prin
ciples.”2
Some of the more common which arise
in the keeping of accounts are:
1.
Posting wrong charge or credit
2.
Omission of posting
3.
Double posting
4.
Posting to the wrong account.
The main preventive action which can be
taken is the maintenance of an alert mind.
This is difficult to accomplish with much
routine accounting work, particularly in a
large organization where one clerk will be
engaged in a simple repetitive routine for
long periods of time.
Often the detection of errors presents as
many difficulties as their prevention does.
The most effective procedure is the use of
independent media, as for example when
remittance lists are read back against de
5

As important as the procedures them
selves, is their understanding by those who
are to use them—an understanding not only
of the routines to be followed, but also of
the reasons behind their choice.
Each person should be impressed with
the importance of careful attention to the
performance of his duties, and the work
load should be such that each person has
the time to apply this careful attention.
This applies to those maintaining controls
as well as to those maintaining the original
records.

The main principles to be considered in
the control of the handling of cash receipts
are:
1. A record of receipts should be made
as soon as possible.
2.
Receipts should be deposited daily.
3. Accountability should be established
at each transfer of cash.
4. Those handling cash should not han
dle accounting records.
In retail stores where many small pay
ments in cash are received, the immediate
record is made by ringing up the sale on a
cash register. This either registers a total
visible to the customer, or prints a receipt
which can be given the customer, or does
both. Each register has a locked-in tape
on which each amount rung up is recorded.
This is removed periodically, usually at the
end of the day, along with the cash in excess
of the amount of the permanent change
fund. This tape forms a permanent record
for the cash received.
Where several clerks use the same regis
ter, usually a separate drawer is provided
for each one. If this is done, better ac
countability for the cash is maintained.
Usually the registers are cleared and the
cash taken up by a supervisor who audits
the register and transfers the cash to the
cashier, and the records to the bookkeeper.
In many department stores, the sales clerk
prepares a sales ticket, as well as ringing
up the sale on the cash register. The origi
nal is given to the customer and the copies
are used for accounting records and sales
analysis. The sales tickets are prenumbered
and all must be accounted for.
Where cash payments on customers’ ac
counts are made in person, the usual pro
cedure is to use prenumbered receipt forms
made up in duplicate. The original is handed
to the payer and the duplicate is retained
for transfer to the bookkeeper, usually at
the end of the day.
Payments received through the mail are
listed by the mail department. This can be
done by running an adding machine tape.
Often a more complete record is desired
and a list of the payments is prepared in
duplicate showing date, payer, check num
ber, amount, and such other pertinent in
formation as is required for the proper
handling of the accounting credit. The cash
is sent to the cashier for deposit, one copy
of the list attached to remittance notices
received with the payments is sent to the
bookkeeper, and one copy of the list is re
tained for comparison with the deposit slip
and cash record.
The deposit slip is made in duplicate.
The duplicate copy is receipted by the bank

Procedures for Internal Control
Cash
Since cash in the broad sense is the most
important element needing control, proced
ures for its proper handling form the major
part of internal check and control.
The most important principles in its
control are:
1. All receipts should be deposited and all
disbursements should be made by
check, except for small amounts paid
out of petty cash funds.
2. Cash receipts and cash disbursements
should be handled by different persons.
3. Those handling cash should not have
access to accounting records.
4. Entries on cash records should be made
promptly, and cash reports showing
current balances should be furnished
daily.
5. Petty cash funds should be handled on
an imprest basis. These and change
funds should be maintained at the low
est feasible balance, and should be
provided with maximum physical pro
tection.
6. Depositories should be carefully chosen.
Funds in temporary depositories should
be under the control of the central
office. The transfer of these funds
should be handled on a systematic
plan. It is preferable that they be
transferred to the central depository
only.
7. A continuous program of internal
audit should be maintained, partic
ularly where there are branch offices.
This should include the periodic, but
irregularly spaced, count of cash, both
that awaiting deposit and that in es
tablished funds.
8. Bank statements should be received
and reconciled by a person who does
not handle cash, or have access to ac
counting records.
9. Employees handling cash and cash rec
ords should be bonded.
6

to agreement with the original arrange
ment.
When the check has been written, the
supporting papers should be cancelled in
such a way as to prevent their use in sup
port of another check.
The supporting papers for checks reim
bursing petty cash funds should be thor
oughly audited before the reimbursement is
approved.
Where the necessary approval varies for
different types of disbursements, this should
be known by all who are affected by it. For
example, in some organizations, advances
for travel expenses must be authorized at
a higher level than is necessary for routine
payments to vendors.
The preparation of payrolls, and the mak
ing of payroll payments should be definitely
divided. One copy of the payroll should be
retained in the Payroll Department as a
check on the amounts actually expended.
Payroll checks not delivered should be
rigidly controlled and if not claimed after
a certain period, should be cancelled by a
credit to the unclaimed wages account.
Payment should be stopped on any checks,
payroll or otherwise, which do not clear the
bank in a reasonable time.
Receivables
The main principles to be considered in
establishing control over accounts receivable
are:
1.
Credit should be granted carefully.
2. Collections should be pushed vigor
ously.
3. Accounts receivable ledgers should be
maintained from data received from
independent sources.
4. Monthly billing and customer com
plaints should be handled by an inde
pendent department.
5. Credits for returns and allowances
and write-off of uncollectible accounts
should be fully supported by properly
approved documentary evidence.
The development of a systematic and ef
fective procedure for the granting of credit
is the first step in the control of receivables.
In granting credit, and setting the limit to
be allowed, consideration should be given to
the following factors: general reputation
and standing, previous credit experience,
credit ratings, bank reports, character of
business, financial standing and earning
power as shown by applicant’s periodic
statements.
The proof of good credit control is the
ease and speed with which collections are
made. Initial billing should be accurate,
complete, prompt, clear and neat. Invoices

and becomes the basis for the accounting
entry.
Better control is secured if the company
will request that all checks be made payable
to the company and will instruct the bank
to accept them for deposit only.
The main principles to be considered in
the control of the handling of cash dis
bursements are:
1. All disbursements should be made by
check, except for small amounts paid
through petty cash funds.
2. The payment functions should be sepa
rated.
3. Payment routines which will take ad
vantage of all discounts allowed should
be established.
4. Accounting entries should be made
promptly.
Checks should be prenumbered and all
checks should be accounted for. Void
checks should be entered in order in the
check register with notation to that effect.
They should be on good grade protective
paper. Erasures of material information
should not be allowed. Check protectors
should be used to prevent alteration of the
amount.
Checks should be complete, the informa
tion clear and unequivocal, and the support
ing papers in order and properly approved
before they are signed. Better control is
gained by requiring more than one signa
ture. If check signers are used, special care
should be used to protect the signature
plates against unauthorized use.
Once the check is signed, it should be
mailed promptly. It should never be re
turned to the point of origin. Sometimes it
is permissible to send it to an independent
person for mailing with letters or other
papers, but it is much better to have these
put with the check before it is signed.
All checks should be made payable to an
individual, rather than to cash, petty cash,
payroll, working capital, etc., and the use
of the title as well as the name of the in
dividual is advisable.
The payment procedure should be as for
mal as is feasible. The following functions
should be handled independently:
1.
Approval of invoices
2.
Posting to Accounts Payable
3.
Reconciling vendor’s statement
4. Preparation of voucher or other sup
porting papers for disbursement
5.
Preparation of check
6.
Signing of check
7.
Handling of check register
8.
Reconciliation of bank statement.
Supporting papers should be verified as
7

lection to be made. Alterations can affect
their validity; and, at the least, can cause
extra expense and effort to be expended on
their collection. Partial payments should
be recorded on the note itself if possible.
There should be periodic, but irregularly
spaced, examinations made of the notes
themselves.
The custody of the notes and the main
tenance of records concerning them should
be separated. Records should be complete
as to the details of the notes, and the in
terest to be collected. The volume of notes
will determine the desirability of subsidiary
records.
Notes have a definite due date, and col
lection effort on that date is very important,
especially where there are endorsers. En
dorsers may be released from their obliga
tion where the legal formalities are not com
plied with. Every effort should be made to
have uncollectible notes renewed or replaced
by new notes. Where the write-off of a note
is required, it should be supported by com
plete documentary evidence as to the efforts
made at collection, and should be approved
by an independent executive.
In almost every business, there are other
out-of-the-ordinary receivables of various
kinds, such as advances to officers and em
ployees, consignments, claims, and loans of
equipment to customers, to mention a few
possibilities.
The amount involved is small in relation
to the volume of the regular receivables,
but the very fact of their being out-of-theordinary makes the establishment of proper
control a necessity.
Advances to officers and employees should
be segregated from customer receivables
and separately presented on the balance
sheet. The principal points to be considered
in establishing a control procedure are their
authorization and liquidation.
Where consignments are made, it is neces
sary to establish procedures for the main
tenance of such memorandum records as
are necessary until the actual receivable
claim can be entered on the books.
Where the business makes loans of equip
ment to its customers, sufficient records
must be maintained to give the circum
1. The notes themselves must be given stances clearly. Responsibility for the ne
safe protection, both from the physical cessary follow-up to insure proper disposi
tion of the loan must be fixed.
and from an accounting angle.
2. Adequate records should be independ
ently maintained.
Evaluation of Internal Control
3. Responsibility for follow-up must be
There are two approaches to the evalua
fixed.
tion of a system of internal control:
The notes themselves are the evidence of
the asset. They must be available for col
(Continued on page 10)

should be verified against original arrange
ments. Prices, discounts, and allowances
should be checked periodically against inde
pendent lists.
A file of unpaid accounts should be main
tained and collection of delinquent payments
vigorously pushed.
Since the subsidiary customer ledgers are
controlled by accounts in the general ledger,
those working in the Accounts Receivable
Department should not have access to the
general ledgers.
The monthly statements for customers’
accounts should be prepared and mailed by
an independent department under the super
vision of an executive with enough author
ity to take corrective action where inefficient
or erroneous procedures are brought to
light. Better control is achieved where the
statements themselves are prepared from
independent sources, and then checked
against the subsidiary ledgers. Any state
ments returned by the Post Office should be
delivered unopened to this department. Cus
tomers’ complaints also should go to this
department.
Non-payment credits to customers’ ac
counts are potential cover-up devices for
fraud or error; therefore, they should be
carefully controlled. All credits for re
turns and allowances should be supported
by credit memos approved by someone be
sides the cashier. A periodic check should
be made of closed accounts and any closed
by a credit to Returns and Allowances
should be investigated.
The write-off of accounts as uncollectible
is another potential cover-up device. All
write-offs should be supported by complete
documentary evidence that every reasonable
effort at collection has been made, and
should be approved by an independent ex
ecutive.
The accounts written off should be segre
gated in a special ledger and carefully con
trolled. Further attempts at collection
should be made where feasible. Periodi
cally, confirmation requests should be sent
out on them.
The main principles to be considered in
establishing control over notes receivable
are:
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symbol placed on the list by the au Consolidate your reports
tomatic equipment.
Accounting departments often prepare re
(d) To complete the reconcilement you ports for many operating departments in
need only refer to your check regis which the same basic information is fur
ter or journal, for the amount of nished but is presented in different forms.
each outstanding check. The total A restudy of the needs of these depart
of these, plus the total of the checks ments may result in only one report being
returned, should balance to the to made which contains all of the information
tal of checks issued for the period. needed by all of the departments. This re
All you have to do is—substitute an IBM sults in a considerable saving of time for
card-type check in place of the one cur the accounting department, as copies can be
rently used. No change or addition to your distributed to all who need the information.
present check issuing equipment or method Such a restudy often shows that some of
the information furnished is no longer used
is necessary.
Further facilitating your reconcilement, in current business operations and also that
permit the bank to send out paid checks, additional information can be furnished
three or four weeks after the closing of the with a minimum of effort that can be of
period during which checks were issued; or great value to these departments.
have two separate accounts and two sepa
—Katherine McNamara, Grand Rapids
rate series of IBM card-checks and use them
*
*
*
alternately for predetermined periods.
(Continued from page 8)
Contact your Banker, he will be glad to
1.
The
negative approach of considering
acquaint you with this service.
the losses incurred from lack of con
—Genevieve K. Hayden, Louisville
trol.
2. The positive approach of considering
the benefits gained from the use of
Sub-contractors' journal
control.
Consider establishing a “Sub-contractors
Under the negative approach, the losses
Journal” in setting up books for a general
construction contractor who bids jobs for which occur from unfavorable situations
a fixed price and receives monthly pay and defalcations are compared to the cost
ments based on a percentage of completion of providing for their prevention. In the
of items—such as 10% of electrical, 20% matter of error, such a loss is usually an
of painting—and who in turn sub-contracts estimate; in the matter of fraud it is usu
to others a number of the items. The new ally an exact amount. In either case, the
journal would show monthly charges to the data apply to the past, and the control will
job and accrue as a liability the same per be applied to the future, where possibly
centage of completion of each item which other circumstances may be different.
There are also intangible losses to be con
is billed to the owner, in determining the
amount receivable. The columns across the sidered—customer ill will generated by
journal would be headed as shown below, sloppy, inaccurate handling of accounts; em
plus as many more columns for additional ployee dissatisfaction generated by poorlydefined authority, conflicting responsibili
months as necessary.
ties, or the partiality which can creep in
Job No. 5601 where regulations are poorly formulated
SubContract
Jan. and irregularly followed; and loss in stand
Item
contractor Price %
Amt. ing generated by slipshod methods or exces
Electrical Smith & Co. $50,000 10 $5,000 sive customer turnover.
Painting Doe Corp.
10,000 20 2,000
Under the positive approach, the gains
The main advantage of this system is that which occur from the prevention of loss or
it provides more accurate records and state from the use of improved, efficient pro
ments. Without this or a similar system, cedures are compared to the cost of provid
it may be found that a subcontractor may ing such service. This is usually an esti
bill the general contractor for say 15% of mate, but it can be fairly accurate estimate.
As in the negative approach, both the
his contract whereas the general contractor
may be billing the owner, in that same tangible and intangible gains should be
considered.
month, for 25% of that contract.
From whichever angle it is evaluated,
On a large job these differences can
there are certain fundamentals to be congreatly affect the profit or loss to date.
(Continued on page 17)
—Gertrude Kitchen, C.P.A., Baltimore
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and labor to produce maximum profit to
the owners, service to the community and
satisfaction to the workers.
Adequate stock control results in that
amount and kind of merchandise being used
which will make the greatest possible con
tribution to the net profit of the business.
It is the basis of sound purchasing and
merchandising practice. An efficient system
of inventory control permits a firm to keep
its stock on hand as small as possible and,
at the same time, avoid shortages of ma
terials which cause interruptions in the
productive process or which dangerously
limit the sales opportunities. As a result
of these two advantages, stock control per
mits a firm to operate with less capital.
Storage charges, price declines due to fall
ing market, and loss due to obsolescence
are additional economies effected by ade
quate stock control.
Skillful scheduling of raw materials,
work-in-process, and finished goods is based
on the formula for inventory turn-over,
the schedule that may be expected for de
liveries of raw materials, the anticipated
requisitions during production and the
orders expected for finished goods. It is not
necessary for the alert manager to know
all of these facts and schedules, but he must
have information and must know how to use
the facts reported to him by the various de
partments.
Inventory may be handled through peri
odic or through perpetual methods. The
method is determined primarily by the type
of articles involved and convenience in
record-keeping. Management will determine
the system which is most efficient in ade
quately recording this asset.
Finally, it seems logical that competent
control of inventory is not only reflected
in increased capital, but also observed in
labor, the third element which is essential
to complete operation. Reduced confusion
in the purchasing department, adequate
service on requisitions and prompt deliveries
in the shipping room are some of the re
sults which reduce friction among the per
sonnel. This guidance affecting the workers
is assuming increasing importance in the
success of an organization. This is that in
tangible something which makes the work
ers feel that “the show must go on.” Pride
in the job automatically follows such a
spirit.
It seems axiomatic that a proud and
happy personnel working with adequate in
ventory to create added capital which in
turn will benefit the personnel is a circle
that approaches perfection. This is the type
of “show” that investors might call “The

Blue Chips.” The college student in the
audience watches in amazement the perfec
tion of the acting, the plot, the coordina
tion, the props, the scenery, and the director.
If this student will accept intelligent
changes and criticisms, he may have talent
and acquire sufficient training to be one
of the great actors in industry some day.
Furthermore, America can furnish the stage
and props for this same lowly student to
become the conductor of a great opera,
“Industrial Excellencia,” because the pos
sibilities are infinite in the fields of to
morrow.
*

*

*

(Continued from page 14)
countant this industry offers some of the
greatest opportunities for success and lead
ership in production, sales, research and
finance.
*
*
*
(Continued from page 10)
sidered:
1. Internal check and control should be
most detailed where most needed. This
determination is based on the proba
bility of loss and the cost of control
in relation to the accuracy to be
gained. This requires careful evalu
ation of both procedures and person
nel. There is a danger of a false sense
of security where the control set up
does not meet the specific situations,
or is not adapted to the abilities of
those who are expected to operate it.
2. Any system of control is only effective
insofar as it is understood and fol
lowed.
Constant attention is needed to see that
these two essentials are being met.
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(Continued from page 15)
report on a five-year comparative basis. One
company had its Funds Statement on a tenyear comparative basis.
The Funds Statement was not born in
the 1950’s as its present growth might in
dicate. Around 1930-35, the statement was
often referred to as the “Where Got” and
“Where Gone” Statement wherein was pre
sented a summary of balance sheet changes.
The statements took various forms but one
of the often used forms followed a balance
sheet arrangement where the balance sheets
for two consecutive years were compared
and the net change for each balance sheet
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